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Introduction 


Our main thesis is that well-developed capital markets generate many economic 
benefits, including higher productivity growth, greater employment opportunities, 
and improved macroeconomic stability. To focus on these significant benefits, we 
examine three issues: (1) the importance of capital markets in facilitating superior 
economic performance, (2) how the capital markets foster job creation, and (3) the 
necessary preconditions for the development of well-functioning capital markets. 
Our analysis focuses on two particular sets of comparisons. First, within the United 
States, how has macroeconomic performance improved over time as the capital 
markets have become more dominant? Second, across countries, can one explain 
the superior macroeconomic performance evident in recent years in countries that 
have well-developed capital markets such as the UK and the US relative to countries 
such as Germany and Japan, in which the capital markets are much less developed? 
We highlight the impact of capital market development on the economic performance 
of the United States because the capital markets are most well-developed in this 
country. Lessons from the US experience are nonetheless indicative to other 


economies of the value of well-functioning capital markets. 


Executive Summary 


The ascendancy of the US capital markets — 
including increasing depth of US stock, bond, 
and derivative markets — has improved the 
allocation of capital and of risk throughout 
the US economy. Evidence includes the higher 
returns on capital in the US compared to else- 
where; the persistent, large inflows of capital 
to the US from abroad; the enhanced stability 
of the US banking system; and the ability of 
new companies to raise funds. The same con- 
clusions apply to the United Kingdom, where 
the capital markets are also well-developed. 


The consequence has been improved macroeco- 
nomic performance. Over the last decade, 

US labor productivity has risen and the United 
States has outperformed economies dominated 
by banking-based systems. Because market 
prices adjust instantaneously to new informa- 
tion, the development of the capital markets has 
introduced new discipline into policymaking. As 
a result, the quality of economic policymaking 
has improved over the past few decades. 


The development of the capital markets has 
provided significant benefits to the average 
citizen. Most importantly, it has led to more 
jobs and higher wages. 


By raising the productivity growth rate, the 
development of the capital markets has enabled 
the economy to operate at a lower unemploy- 
ment rate. In addition, higher productivity 
growth has led to faster gains in real wages. 


The capital markets have also acted to reduce 
the volatility of the economy. Recessions are 
less frequent and milder when they occur. 

As a result, upward spikes in the unemploy- 
ment rate have occurred less frequently and 
have become less severe. 


The development of the capital markets has 
also facilitated a revolution in housing finance. 
As a result, the proportion of households in 
the US that own their homes has risen substan- 
tially over the past decade. 


Effective capital markets require a firm founda- 
tion. This includes the enforcement of laws 
and property rights, transparency and accuracy 
in accounting and financial reporting, and laws 
and regulations that provide the proper incen- 
tives for good corporate governance. A well- 
developed financial system is a spur to growth, 
macroeconomic performance, and more rapid 
growth in living standards. 
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Section I: The Dominance of Capital Markets 


Modern capital markets have two related parts: (1) 
the debt and equity markets that intermediate 
funds between savers and those that need capital, 
and (2) the derivatives market that consists of 
contracts such as options, interest rate, and for- 
eign exchange swaps, typically associated with 
these underlying debt and equity instruments. 
The debt and equity markets help allocate capital 
within an economy. The derivatives market helps 
investors and borrowers to manage the risks 
inherent in their portfolios and asset/liability 
exposures (see the boxes on pages 7-8 for a 

more detailed discussion of these markets). 

In the United Kingdom and in the United States, 
both of these parts have grown very rapidly over 
the past few decades. The capital markets in the 
United Kingdom and the United States dominate 
these countries” financial systems, in marked con- 
trast to France, Germany, and Japan, where banks 
are more important. Regardless whether one exam- 
ines the UK or the US over time, or compares the 
performance with other developed countries on a 
cross-sectional basis, the conclusion is unmistak- 
able. Capital markets have been the driving force 
behind the development of the UK and US financial 
systems. 

In the US, the capital markets have become 
the dominant element of the financial system in 
three ways. 


: First, capital markets now 
outstrip depository institu- 
tions in the financial interme- Dee 

diation process. For example, 50 

the share of total credit mar- 

ket debt intermediated by US = 


depository institutions has 
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fallen by half since 1980, to 
23 percent at year-end 2003 35 
from 45 percent (see Exhibit 
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1). As a result, funds raised in US debt markets 
now substantially exceed funds raised through the 
US banking system. 


Second, the US equity market has become more 
important as an investment vehicle. More than 
half of US households owned equity in some 
form (directly, via mutual funds, or in retirement 
accounts) in 2001 (most recent data available), 
up from 36.7 percent in 1986. The development 
of an equity culture in the United States has been 
spurred by the shift from defined benefit pension 
plans to defined contribution plans and the 
widespread use of Individual Retirement 
Accounts and 401(k) accounts as long-term 
investment vehicles. 


Third, the derivatives market has grown extraor- 
dinarily rapidly. The notional value of derivatives 
securities outstanding rose to $197 trillion as 

of year-end 2003 from about $6.7 trillion at 
year-end 1990.' Interest rate swaps represent the 
biggest share of this market, followed by foreign 
exchange rate swaps and other derivatives obli- 
gations such as fixed income and equity-related 
options. Credit-derivative obligations are a par- 
ticularly fast-growing segment of this market. 


EXHIBIT 1: US BANKING SHARE OF ASSETS HAS DECREASED 


Assets Held at Depository Institutions as a Share of Total Credit Market Assets 
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* Excludes assets held at the Federal Reserve. 


1 See “Bank for International Settlements 
Quarterly Review,” June 2004 and 
November 1996. 


Source: Federal Reserve Board. 


In the UK, the equity market 
is also very well developed. 
However, in contrast to the US, 
the debt markets play a lesser 70 
role. In the nonfinancial corpo- 


rate sector, firms still rely on 60 
banks and trade credit for much 

of their borrowing. However, 2 
even here, the role of the debt m 
markets has been increasing. 

The corporate bond market has 20 
increased its share of total nonfi- 

nancial corporate debt to 26 20 
percent of total debt in 2003, 

up from 14 percent in 1990 (see 10 
Exhibit 2). Moreover, London st os 


is the center of the global 
Eurobond market. Thus, the debt 
capital markets are better devel- 
oped in the UK than the relatively 
low share of nonfinancial corporate debt implies. 

In contrast, in other major developed economies 
such as France, Germany, and Japan, the banking 
system still dominates credit allocation. As shown 
in Exhibit 3, for the nonfinancial corporate sector, 
the ratio of capital market debt to total debt is 
much lower in France, Germany, and Japan than 
in the United States. Moreover, the capital markets 
have grown slowly in these countries. For the nonfi- 
nancial corporate sector, for example, the share of 
capital market debt in these countries today is still 
well below its share in the US several decades ago. 
In contrast, it is impressive how, over the past 


EXHIBIT 3: ...NOT THE SAME ELSEWHERE 
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Source: Bundesbank. Banque de France. Bank of Japan. 
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EXHIBIT 2: CORPORATE BOND MARKET DOMINATES IN THE US... 


Percent of total nonfinancial corporate debt 
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Source: Federal Reserve Board. Bank of England. 


decade, the capital markets have continued to 
increase their market share in the UK and the 
US despite starting at a higher degree of 
market penetration. 

Similarly, the equity markets in Europe and 
Japan are less developed than in the United States. 
At year-end 2003, the market capitalization-to- 
GDP ratio for the US equity market was 123 percent, 
compared to 35 percent and 78 percent for 
Germany and Japan, respectively. The UK market 
capitalization ratio is lower than the US (74 percent 
at year-end 2003), comparable to Japan’s, but high- 
er than that of Germany. 


Percent of total nonfinancial corporate debt 
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WHY ARE THE UK AND THE US AHEAD? 

The shift from depository institution intermediation 
to capital markets intermediation appears to be 
driven mostly by technological developments. 
Computational costs have fallen rapidly. As 
technology has improved, information has become 
much more broadly available. This has improved 
transparency. As this has occurred, depository 
institutions have lost some of their ability to 
charge a premium for their intermediary services. 
Often, borrowers and lenders interact directly, 

as they find that the lender can earn more and the 
borrower can pay less by cutting out the depository 
intermediary as a middleman. 

The capital markets are more dominant in the 
UK and the US due to specific attributes of these 
countries. For the United States, economies of scale 
and US banking regulation have been important. 
Scale is relevant because the US is a big economy 
with numerous large companies. This fact has aided 
capital market development because securities 
issuance is characterized by relatively high setup 
costs, but very low incremental costs as the size 
of a securities issue increases. This condition 
implies that as the size of a transaction increases, 
the capital markets solution becomes much 
more compelling than the alternative of using 
depository intermediaries. 

Banking regulation in the US has two distin- 
guishing features. First, the Glass-Steagall Act of 
1933 legally separated the commercial banking 
and the securities businesses. Although the Act was 
fatally weakened by the Federal Reserve’s decision 
to allow commercial bank holding companies to 
establish “Section 20” securities affiliates in the 
1980s, the prohibitions established by the Act were 
not formally dismantled by Congress until 1999. 

As a result of the Glass-Steagall Act, securities firms 
in the United States operated independently of com- 
mercial banks for most of the past 70 years. This 

separation fostered intense competition between the 
two groups. The fact that most capital-market inno- 
vations were developed in the US is presumably due 
to the innovation spurred by this competitive struggle. 

In contrast, in Europe and Japan, the financial 
systems have been characterized by universal banks 
that have been able to compete in both the commer- 
cial banking and investment banking businesses. 


Such systems may have stifled the incentives to 
develop capital market substitutes for depository 
institution intermediation. Universal banks in 
Europe have not had strong incentives to undercut 
their own commercial banking business in order to 
boost the capital markets side of their business. 

Second, for much of its history, the US commer- 
cial banking system was regulated with the goal of 
preventing individual banks from achieving much 
economic power. One way this was accomplished 
was to limit the ability of banks to expand geographi- 
cally. Until the past 30 years, banks’ operations were 
largely restricted to their home states. In some states, 
banks were even limited in their ability to establish 
branch banking offices within the state. As a conse- 
quence, the US banking system has been much less 
concentrated than those of other countries. 

In the UK, development of the capital markets 
was spurred by London’s long history as a major 
financial center in the global economy. For example, 
until World War II, the pound sterling was the 
world’s reserve currency. Even today, with the UK’s 
role in the global economy much diminished, London 
still ranks first in the foreign exchange business. 

The history of London as a financial center has 
helped to generate a virtuous circle based on scale. 
A larger market results in lower transaction costs 
and greater liquidity. Those factors encourage fur- 
ther development at the expense of potential rival 
markets in France or Germany. Also, the UK 
authorities have recognized the strategic benefits of 
remaining a leading financial center. This objective 
has encouraged an enlightened regulatory regime, 
which has caused participants to stay in London or 
has pulled in business that otherwise might have 
been done elsewhere. For example, the Eurobond 
market developed in the UK during the 1960s and 
1970s largely because of the US enactment of the 
Interest Equalization Tax in 1963. This tax change 
encouraged US corporations to move their bond 
issuance to London to circumvent the rules enacted 
in the United States. 

The development of capital markets in London 
was also spurred by “Big Bang” in 1986, which 
ended the fixed-rate equity commission system and 
spurred the entry of large-scale US investment banks 
into the London market. “Big Bang” reinvigorated 
the UK equity market and facilitated the further 


growth of London as a global financial center. Finally, in both the United States and the United 

Scale and first-mover advantages have also rein- Kingdom, capital market development was spurred 
forced the development of London as a center for by the development of a private pension system. 
global/European capital markets. Investors and The growth of large corporate pension plans created 
issuers typically want to do business in the most a large group of institutional investors who had 
liquid markets. London’s availability inhibited the strong incentives to operate directly in the capital 
development of Frankfurt and Paris as major capital markets in order to increase the returns on their 
markets centers. plans’ assets. 


Capital Markets versus Depository Institutions 


The Growth of the Derivatives Market 


OTC DERIVATIVES 
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Source: BIS, Quarterly Review. 


National Amount 


Dec 2002 
$141.7 
18.5 
101.7 
215 


Dec 2003 
$197.2 
24.5 
142.0 
30.7 
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Gross Market Value 


Dec 2002 
$6.4 

0.9 

4.3 

1.2 


Dec 2003 
$7.0 

1.3 

4.3 

1.4 


Section Il: 


Capital Markets Improve the Allocation of Capital and Risk 


The development of the capital markets has generated 


two major sets of economic benefits. First, it has 
improved the allocation of capital. Because the 
prices of corporate debt and equity respond 
immediately to shifts in demand and supply, 
changes in the outlook for an industry (and/or 
company) are quickly embodied in current asset 
prices. The signal created by such a price change 
encourages (1.e., by higher prices) or discourages 
(i.e., by lower prices) capital inflows into the 
industry (and/or company). Businesses with high 
returns attract additional capital quickly and 
easily. When returns drop due to added capacity 
or a decline in demand, prices drop, and this 
signal causes investors to cut the flow of new 
capital to that industry. 

The ability of companies in their early 
stages of development to raise funds in the capital 
markets is also beneficial because it allows these 
companies to grow very quickly. This growth in 
turn speeds the dissemination of new technologies 
throughout the economy. Furthermore, by raising 
the returns available from pursuing new ideas, 
technologies, or ways of doing business, the capital 
markets facilitate entrepreneurial and other risk- 
taking activities. 

Second, the development of the capital markets 
has helped distribute risk more efficiently. Part of 
the efficient allocation of capital 
is the transfer of risk to those best 
able to bear it — either because 
they are less risk averse or 


because the new risk is uncorre- oe 
lated or even negatively correlated 
with other risks in a portfolio. 14 
This ability to transfer risk facili- 
tates greater risk-taking, but this 12 
increased risk-taking does not 
destabilize the economy. The 10 
development of the derivatives 
market has played a particularly : 
important role in this risk-trans- x 
fer process (see box on pages 
12-13 for a discussion of the 4 
1990 91 
— US 


benefits and costs of derivatives). 

Thus the capital markets ensure that capital 
flows to its best uses and that riskier activities 
with higher payoffs are funded. 

Empirical evidence that supports these 
conclusions includes: (1) higher returns on capital 
in the UK and the US than elsewhere; (2) the 
persistent, large inflows of capital to the UK and 
the US from abroad; (3) the stability of the US 
banking system, despite large fluctuations in 
financial asset prices; and (4) the high rate of 
private equity investment (including venture 
capital) and initial public equity offerings in 
the US compared to elsewhere. 


1. HIGHER RETURNS ON CAPITAL 

The returns on capital have persistently been 
much higher in the UK and the US than in 

the European Union and Japan (see Exhibit 4). 
Recently, the gap in returns has been particularly 
wide. For example, in 2003, the return on 
capital in the UK and the US was 12.6% and 
11.1%, respectively, compared to 11.0% and 
6.5% for the European Union and Japan, 
respectively. The fact that UK and US investors 
tend to earn higher returns strongly suggests 
that a capital markets-based economy results 
in a more efficient allocation of capital. 


EXHIBIT 4: RETURN ON CAPITAL HIGHER IN THE UK AND US 
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Source: National Statistical Agencies. Qur calculations. 


EXHIBIT 5: DOLLAR DECLINE RELATIVELY MUTED 
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Source: Department of Commerce. Federal Reserve Bank of New York. 


2. INFLOWS OF CAPITAL TO THE UK AND THE US 
The willingness of foreign investors to continue to 
supply capital to the UK and to the US is also evi- 
dence of the more attractive risk/return characteris- 
tics available in these countries. As can be seen in 
Exhibit 5, the US current account deficit — which 
determines the amount of capital that must be recy- 
cled back by foreign investors into dollar-denomi- 
nated assets each year — has climbed sharply over 
the past decade. Despite this increase, the US dollar 
on a broad, real trade-weighted basis is currently 
about 11 percent above its average value during the 
1990s. This result demonstrates that foreign capital 
is flowing to the US willingly. The 
UK has also had little trouble 
funding its large current account 
deficit; in fact, in recent years, the 
. : Number 
pound sterling has appreciated. 250 
This shows that foreign investors 
want to increase their holdings of 


l . 200 
UK financial assets. 


3. MORE STABLE ul 
BANKING SYSTEM 

The rapid development of the 100 
capital markets over the past 

decade also appears to have 50 


made the US banking system 
more stable. Although there 
have been some very sharp 
adjustments in financial assets 
prices over the past decade 
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provoked by the Asian financial 
crisis (1997), the Russian default 
(1998), the demise of Long-Term 
Capital Management (1998), the 
bursting of the US equity bubble 
(2000-2003), and the Argentine 
peso crisis (2002), the number 
of bank failures has fallen 
sharply compared to past 


Percent of GDP 


periods of recession and 
financial turbulence. 

As shown in Exhibit 6, only 
16 US commercial banks failed 
during the 2001-2003 period. 
Moreover, these banks were 
small, accounting for less than 
$3 billion in total assets. In con- 
trast, at a comparable point in 
the business cycle in 1990-1992, 
412 commercial banks failed, 
with assets totaling over $120 billion. 

Credit derivative obligations have become an 
important element that has helped protect bank 
lending portfolios against loss. These instruments 
allow a bank to obtain protection from a third 
party against the risk of a corporate bankruptcy. 
This protection allows the bank to continue to 
lend. At the same time, the bank can limit its credit 
exposure to individual counterparties and diversify 
its credit exposure across industries and geographi- 
cally. The decline in banking failures is evidence 
that derivatives have helped to distribute risk more 
broadly throughout the economy. 


EXHIBIT 6: US BANK CLOSURES 
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Source: Federal Deposit Insurance Corporation. 


4. GREATER SUPPLY OF EQUITY CAPITAL 
AVAILABLE TO START-UP COMPANIES 

The US market also is noteworthy for its ability 
to provide new equity capital to start-up companies. 
This provision of capital occurs in two stages. 

In the first stage, venture capitalists and other 
investors make private equity investments. Later, 
in cases where the companies have prospered 

and developed a successful track record, these 
companies are taken public and equity is offered 
to the public through the initial public offering 
(IPO) process. 

These two financing channels have been 
self-reinforcing. The existence of a dynamic IPO 
market encourages venture capital investment 
because it provides a viable exit strategy through 
which venture capitalists can monetize the value 
of their investments. As a result, entrepreneurs with 
novel business ideas can obtain funding relatively 
easily. This has facilitated the development of 
many companies — especially in technology — that 
have grown very rapidly and become important 
firms in the global economy. The existence of the 
venture capital/IPO nexus helps to facilitate risk- 
taking and speeds up the pace of innovation and the 
diffusion of innovation throughout the economy. 

According to a study by PricewaterhouseCoopers, 
global venture capital and private equity fundraising 
and investment have been dominated by the United 
States. Exhibit 7 shows that over the 1998-2002 
period, North America (predominately the US) 
accounted for about 70 percent of the total private 
equity capital raised and invested. In general, the 
UK has ranked second to the US. 


EXHIBIT 8: IPO ISSUANCE (no. of IPOs) 


EXHIBIT 7: GLOBAL PRIVATE EQUITY AND VENTURE 
CAPITAL 1998-2002 (Billions of dollars, cumulative) 


Investment Funds Raised 
North America $466.2 $554.8 
Western Europe 1225 1935 
Asia Pacific 46.5 54.8 
Other 24.9 24.9 
Total 660.1 788.0 


Source: PricewaterhouseCoopers. 


Similarly, the US IPO equity market is much 
more well-developed than in other countries. For 
example, in 2002, there were 274 IPOs in the 
United States. Although this was sharply lower 
than the peak of more than 700 in 1999, this still 
easily outpaced Japan (135) and Germany (6) (see 
Exhibit 8). The flurry of activity on the Deutsche 
Borse in 1999 and 2000 during the height of the 
technology boom is now a distant memory. 

The success of the US equity market is also 
visible in other ways. For example, foreign share 
listings on the New York Stock Exchange and 
NASDAQ and the use of American Depository 
Receipts for foreign companies have expanded 
rapidly over the past decade. Foreign companies 
who list their shares in the United States include 
both corporations domiciled in Europe and Japan 
and companies that have been recently privatized 
in developing countries such as China. 


US Germany UK Japan 
Year (AMEX, NYSE, NASDAQ) (Deutsche Börse) (London Stock Exchange) (Tokyo and Osaka) 
1995 625 20 285 59 
1996 909 20 347 97 
1997 8/4 35 217 16 
1998 691 67 169 67 
1999 759 134 161 ag 
2000 656 135 366 264 
2001 255 21 236 147 
2002 274 6 193 135 


Source: World Federation of Exchanges. 


Buffett versus Greenspan on Derivatives 


Section Ill: Capital Markets Help 
Facilitate Superior Economic Performance 


The improved allocation of capital and risk shar- 
ing facilitated by capital markets has led to supe- 
rior economic performance. As the capital markets 
have become more developed in the UK and the 
US, the economic performance of these countries 
has improved. In addition, the gap in the relative 
performance of the UK/US compared to that of 
Europe and Japan has widened over time as 
capital markets have become more dominant in 
the UK and the US. 

We find evidence of the superior economic per- 
formance in five major respects: (1) higher productivity 
growth, (2) higher real-wage growth, (3) greater 
employment opportunities, (4) greater macroeconomic 
stability, and (5) greater homeownership. 


1. HIGHER PRODUCTIVITY GROWTH 

Over the past decade, the growth rate of labor 
productivity in the UK and US has increased, and 
the gap in performance relative to Europe and 
Japan has widened (see Exhibit 91.7 

The capital markets have played an important 
role in this process. First, the capital markets 
helped improve the allocation of capital, thereby 
raising the average return on capital. Second, the 
capital markets facilitated the allocation of risk 
and helped provide a mechanism by which start- 
up companies could raise capital. 

With respect to the United States, part of the 
superior performance evident in Exhibit 9 is due 
to two factors: (1) the more rapid development and 
dissemination of technology in the US, and (2) the 
greater flexibility of the US labor markets. The 
ability to adjust labor needs quickly means that US 
firms have greater incentives to rapidly adopt new 
labor-saving technologies compared to countries 
where labor markets are more rigid.’ 


> We use a five-year moving average to smooth out cyclical influences. 


In the United Kingdom, labor market reforms 
and the privatization program initiated by Prime 
Minister Margaret Thatcher in the 1980s undoubt- 
edly played an important role. After all, during the 
1950s, 1960s, and 1970s, the UK economy was in 
relative decline, despite the existence of compara- 
tively well-developed capital markets. 


2. HIGHER REAL WAGE GROWTH 

Not surprisingly, higher productivity growth accrues 
to workers in the form of higher real-wage growth. 
Exhibit 10 illustrates the respective performance of 
real-wage growth on a five-year moving average basis. 
As can be seen, the UK and US performance has 
tended to improve over time. Moreover, real-wage 
growth has persistently tended to be higher in the 
UK and the US than in France, Germany, or Japan. 


3. GREATER EMPLOYMENT OPPORTUNITIES 

At the same time, higher productivity growth and 
higher real-wage growth have not impeded employ- 
ment creation in the UK and the US compared to 
Europe and Japan. As shown in Exhibit 11, 
employment growth in the UK and the US has 
generally been substantially higher than in the 
European Union and Japan. 

Moreover, the UK and the US have been able 
to operate at significantly lower unemployment 
rates than in the European Union (see Exhibit 12 
on page 16). This stems directly from the superior 
productivity growth performance. Higher produc- 
tivity growth allows these economies to operate at 
a higher rate of labor resource utilization without 
this tightness generating an increase in inflation. 
In economists’ parlance, higher productivity growth 
lowers the non-accelerating inflation rate of 
unemployment (NAIRU). 


> US productivity growth is biased upward slightly, compared to other countries by the use of quality adjustments. 
However, this difference is insufficient to explain the large gap in productivity performance. 


EXHIBIT 9: PRODUCTIVITY GROWTH’ HIGHER IN US 


Percent change, year ago Percent change, year ago 
3.5 3.5 
3.0 3.0 
2.5 2.5 
2.0 2.0 
1.5 1.5 
1.0 1.0 
0.5 0.5 
0.0 0.0 
| 1990 91 92 93 94 95 96 97 98 99 2000 01 02 03 04 | 
— US --- UK ——Germany --- Japan -— - Eurozone 
* Data plotted as five-year moving average. 
Source: OECD. 
EXHIBIT 10: ...SUPPORTING REAL WAGE GROWTH’ 
Percent change, year ago Percent change, year ago 


-4 
1990 91 92 93 94 95 96 97 98 99 2000 01 02 03 04 
— US --- UK — Germany --- Japan -— - Eurozone 
* Data plotted as five-year moving average. 


Source: OECD. 


EXHIBIT 11: EMPLOYMENT GROWTH 


Percent change, year ago Percent change, year ago 


2 
1990 91 92 93 94 95 96 97 98 99 2000 01 02 03 04 
— US --- UK ——Germany --- Japan -— - Eurozone 


* Data plotted as five-year moving average. 


Source: OECD. 


EXHIBIT 12: UNEMPLOYMENT RATES’ 


Percent 
12 


1990 91 92 93 94 95 96 97 98 99 2000 01 02 


——US --- UK —— Germany --- Japan — — Eurozone 


* Data plotted as five-year moving average. 


Source: OECD. 


Exhibit 13 illustrates the linkage between pro- 
ductivity and NAIRU. Real wage growth in the US 
is strongly related to the unemployment rate. At a 
4.5 percent unemployment rate, real wage growth 
has averaged about 3 percent; but at higher unem- 
ployment rates, real wages grow much more slowly. 
This means that the “safe” non-inflationary level of 
unemployment in the US depends on the productivity 
growth rate. The productivity growth rate deter- 
mines the growth rate of real wages that is sustainable 
without generating an increase in 
the inflation rate. 

The end result is that labor 
utilization is much higher in the 
US than in Europe. For example, 


1.5% of those in the labor force 
have been unemployed for 27 


Percent weeks or longer. Second, the 


Ñ higher level of resource utiliza- 

10 tion means that the US is better 
positioned to address the 

8 demands of an aging population 
than Europe or Japan. Although 

: the US faces serious long-term 

’ budgetary issues, those problems 
pale in comparison to those 

9 faced by Europe and Japan (see 


box on page 18-19). 
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4. GREATER MACROECONOMIC 

STABILITY 

Both the UK and US economies 

have become much less volatile 

in recent years. In the UK, this 

is evident in the current expan- 
sion, which now has lasted nearly 12 years — the 
longest UK economic expansion in the post- 
World War II period. 

In the US, the business cycles also have shown 
greater durability. In particular, the last expansion, 
which ended in 2001, was the longest of the post- 
World War II period. The preceding expansion, 
which ended in 1990, was the third-longest in the 
post-war period. 

In addition, when recessions have occurred, they 


EXHIBIT 13: STRONG PRODUCTIVITY GROWTH 
ALLOWS LOWER UNEMPLOYMENT 


the overall employment rate in Productivity/Real Compensation Growth 


Europe among potential workers 2 


was just 81 percent of the US in 
2003. In addition, Euroland K 
workers toil roughly 15 percent 


Statistical Link Between 
Real Compensation Growth 
and Unemployment Rate 


fewer hours than their US coun- 3 

A d 
terparts.* How much the hours- anita 
worked shortfall is due to choice 2 Trend=3% 


— preference for leisure over 
work — higher taxes on work, or 1 
lack of opportunity is uncertain. 

The increased utilization of 0 
labor resources has a number of 3% 
benefits. First, the US economy 
has a relatively low rate of struc- 


tural unemployment. Only about 


Assumed 


NAIRU with nal NAIRU with 
3% Prod Trend enekila 1.5% Prod Trend 


4% 5% 6% 7% 


Unemployment Rate 


Source: Goldman Sachs US Economic Research estimates. 


* See “Euroland’s Secret Success Story,” Goldman Sachs Global Economics Paper No. 102, p. 7, January 16, 2004. 


have tended to be milder. For 
example, in the US, both the 
1990-1991 and 2001 downturns 
were shallow recessions, marked : 
by modest rises in the unemploy- 

ment rate (see Exhibit 14). As a 4 


result, fluctuations in the civilian 


unemployment rate have dimin- 2 
ished. In the case of the US, for 
example, the trough-to-peak rise 0 


in the unemployment rate during 
the most recent downturn was 
only 2.4 percentage points, the 
second smallest rise in the post- 
war period. In contrast, over the 
post-war period, the unemploy- 
ment rate rise associated with 
recessions has averaged 3.6 per- 
centage points. In the UK, the 
unemployment rate has not risen 
by more than 1 percentage point for more than 

a decade. 

Capital markets have helped to reduce economic 
volatility in three ways. First, because the capital 
markets use mark-to-market accounting, it is more 
difficult for problems to be deferred. As a result, 
pain is borne in real time, which means that the 
ultimate shock to the economy tends to be smaller. 
In contrast, when depository institutions get into 
trouble as a group, the pressure for regulatory for- 
bearance increases. Deferral causes the magnitude 
of the problem to increase. Usually — as can be 
seen with the US saving and loan crisis and in the 
case of Japan’s decade-long banking crisis — this 
forbearance just creates a much bigger problem that 
poses a greater threat to macroeconomic stability. 

Second, by providing immediate feedback to 
policymakers, the capital markets have increased the 
benefits of following good policies and increased the 
cost of following bad ones. Good policies result in 
lower risk premia and higher financial asset prices. 
Investors are supportive. Bad policies lead to bad 
financial market performance, which increases 
investor pressure on policymakers to amend their 
policy choices. As a result, the quality of economic 
policymaking has improved over the past two 
decades, which has helped improve economic 
performance and macroeconomic stability (see 
box on pages 20). 


EXHIBIT 14: 
US RECESSIONS/UNEMPLOYMENT RISES HAVE BEEN MILDER 


Percent change 
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Percent change 
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Change From Cycle Peak to Trough 


Real GDP EN Unemployment Rate 


Source: Department of Commerce. Department of Labor. 


Third, in the United States, the capital markets 
have helped make the housing market less volatile. 
With the development of a secondary mortgage 
market and the elimination of interest rate ceilings 
on bank deposits, “credit crunches” of the sort that 
periodically shut off the supply of funds to home 
buyers, and crushed the homebuilding industry 
between 1966 and 1982, are a thing of the past. 
Today, the supply of credit to qualified home buyers 
is virtually assured. The result has been to cut the 
volatility of activity in the economy’s most interest- 
sensitive sector virtually in half. This change is a 
truly significant improvement, because it means that 
the economy’s most credit-sensitive sector is now 
more stable (see box on pages 21-22). 


5. GREATER HOME OWNERSHIP 

The revolution in mortgage finance has increased 
the ability of households to purchase their own 
homes.‘ The closing costs associated with obtaining 
a residential mortgage have fallen, and the terms 
(for example, the loan-to-value ratio) have 
become less stringent. At times, homeowners 

can obtain 100 percent financing to purchase a 
home. As a result, the proportion of households 
in the US that own their own homes climbed to 
69.3 percent during the second quarter of 2004, 
up from 63.7 percent at the end of the 1980s. 


5 We view the increase in homeownership as a positive economic development. After all, the US government has made homeownership 
an important goal of policy. This can be seen in the tax deductibility of mortgage interest expense and the creation of two large 
government-sponsored enterprises, Fannie Mae and Freddie Mac, that were established to develop a mortgage securities market and 


thereby reduce the cost of residential mortgage loans. 


A Vibrant Labor Market Provides Support 
for an Aging Population 


OLD AGE DEPENDENCY RATIOS’ 


Percent Percent 
70 


60 
50 
40 
30 


1950-54 60-64 70-74 80-84 90-94 2000-04 10-14 20-24 30-34 40-44 
— US --- UK —- Japan --- Germany — - France — Italy 


* Calculated as the number of people 65 years and older 
divided by the number of people 14-65 years old. 


Source: United Nations. Bureau of Census. Our calculations. 


ECONOMIC OPPORTUNITY DRAWS 
UNDOCUMENTED MIGRANTS 


Percent Thousands 
1800 


1600 
1400 
1200 
1000 


800 
1991 92 93 94 95 96 97 98 99 2000 01 02 03 04 


Note: Years are US fiscal years (ending in September). 


— US Unemployment Rate (left, inverted) 
--- Southwest Border Patrol Apprehensions (right) 


Source: Departments of Labor, Homeland Security. 


US LABOR PARTICIPATION RATE 


Percent Percent 
17 64 
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Source: Department of Labor. 


Capital Markets Result in Improved Policymaking 


The Revolution in Housing Finance 


HOUSING ACTIVITY LESS VOLITILE, 
LESS RATE-DRIVEN IN LAST TWO DECADES 


Percent change, year ago Percentage points 
30 1.5 
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Standard Deviations 
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EE Housing Starts (left) EM 10-Year T-note (right) EE Correl. Coeff. (right) 


Source: Department of Commerce. Federal Reserve Board. 
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US HOMEOWNERSHIP RATE 


Percent Percent 
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Source: Department of Commerce. 


MORTGAGE EQUITY WITHDRAWAL HAS SUPPORTED SPENDING 
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Source: Mortgage Bankers Association. Federal Reserve Board. 


Section IV: 


What's Required for Successful Capital Markets 


Academics and policymakers generally agree that 
financial development is associated with superior 
economic performance. All else being held equal, 
countries with better-developed financial systems 
have higher levels of per-capita real GDP. Moreover, 
the evidence strongly suggests a causal element run- 
ning from financial market development to superior 
economic performance (see box on page 25). 

What should countries do so as to be able to reap 
the benefits associated with the process of financial 
development? Once they have built up their bank- 
based systems, how do countries move to the capital 
markets-based system that is superior at the later, 
more advanced stages of economic development? 

Financial system development does not occur 
overnight. As Federal Reserve Chairman Greenspan 
noted in the wake of the 1997-1998 Asian and 
Russian financial crises, developing a financial 
infrastructure requires a significant commitment 
of resources. In some cases, the payoff will only be 
seen decades later. Emerging economies that are 
focused on short-term growth and poverty allevia- 
tion may be reluctant to make the investment in 
this arena when the payoffs are not readily visible 
or are unlikely to be achieved quickly. Nevertheless, 
the investment is worth it. 

In the early stages of financial development, the 
fundamental requirements for both a bank-based 
system and a market-based system are largely the 
same. Both require a basic institutional framework 
that includes well-defined property rights, bankruptcy 
laws, and competition laws; regulatory institutions 
for banks, markets, and corporations; and an effec- 
tive judicial system that can uphold and enforce 
these. Some academics argue that the legal system 
is key to creating an environment in which growth 
can flourish. Others focus on the need to prevent 
corruption and to establish macroeconomic policies 
that are conducive to sustainable growth, as well as 
building robust political and economic institutions. 
Good management, accountability, and transparen- 
cy in the public sector set the tone for good man- 
agement at the corporate level. Good public 
finances are also important, though this is not 
always sufficient to ensure economic stability. 

Political support for the idea that these prerequi- 
sites are fundamental to both financial development 
and economic growth comes from the Millennium 


Challenge Account (MCA), a new organization 
established by the Bush administration. The MCA 
will disburse US development funds to countries 
that meet specified macroeconomic and political 
performance indicators, including government 
effectiveness, rule of law, and control of corruption 
(all as measured by the World Bank Institute). The 
criteria also include country credit ratings, inflation 
rates, budget deficits, and regulatory quality. The 
thinking behind the MCA is that creating incentives 
for countries to take the steps that will help to fos- 
ter their economic development creates the condi- 
tions that will allow aid to be used effectively. 

Once the macro-policy framework is in place, 
further steps can strengthen the financial system. 
Banking regulation is particularly important. In fact, 
a well-regulated banking system remains important 
even once capital markets have begun to assume a 
larger role in the economy. Some commentators, 
including Alan Greenspan, suggest that the strong 
bank-based systems in Europe may have helped to 
shield the region from the fallout of the late-1990s 
financial crises. In Australia, the diversification 
gained from the combination of a robust capital 
market and a strong banking system may have pro- 
vided similar protection from the regional contagion 
associated with the Asian crisis. Accordingly, pruden- 
tial banking regulations, including strict enforcement 
of capital adequacy ratios, are needed, as is strong, 
effective oversight. Banks may also need to develop 
advanced credit-assessment strategies before they 
greatly expand the scope of their lending. 

In the wake of the emerging-market crises of 

the 1990s, which showed how weak institutional 
structures can exacerbate the risks of liberalization, 
recent academic work has focused on the need to 
space out reforms to avoid overloading a develop- 
ing system during the transition from a bank-based 
to a market-based system (see box on page 26 for 
a discussion of financial reforms pursued by China 
and Singapore). Although there is no strong con- 
sensus on the appropriate sequence — or pace — 
of reforms, there is agreement that this transition 
should be undertaken gradually and carefully. 
The specific order of reforms is likely to depend on 
conditions in the local and regional economies, the 
state of the local banking system, the quality of the 
supervisory system, and the exchange-rate policy. 
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Key steps include: 


The creation of well-supervised money markets, 
debt and equity exchanges, and efficient clearing 
and settlement systems that support the provi- 
sion of liquidity to the financial markets and 
reduce systemic and market risk. 


Regulatory policies that encourage secondary 
trading, including mark-to-market rules. 


The lifting of any controls on deposit and 
lending rates. 


The disavowal of explicit state-offered credit 
guarantees or deposit insurance, and an end to 
any state ownership of financial institutions. 
This would help to eliminate the problem of 
moral hazard that skews bank lending and 
constrains capital markets. 
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The lifting of any restrictions on banks’ “nontra- 
ditional” activities. This can encourage banks to 
enter the capital markets and promote competi- 

tion in ways that appear to have been so helpful 


in advancing the capital markets in the US. 

A credible and largely independent central bank. 
Improved transparency and disclosure for all 
market participants: central banks, regulatory 


agencies, banks, corporations, and investors. 


Incentives for market intermediaries to gather bet- 


ter information and conduct better risk assessment. 


Harmonization of accounting rules and princi- 
ples with international standards. 


A focus by the legal system on strong protection 
of minority shareholders, rather than of credi- 
tors. Boosting public confidence in markets is 
an important step. 


Opening of domestic markets (and brokerages) 
to foreigners who can deepen liquidity and 
introduce competition — even if this sometimes 
results in higher volatility. 


Encouraging the development and participation 
of institutional investors, including insurance 
companies and private pension schemes. In 
recent decades, institutional investors have 


played an important role in the deepening of the 
capital markets in both the UK and the US. 


A shift in regulatory approach from one that is 
strictly rules-based to one that is more focused on 
risk management. As constraints are lifted and capi- 
tal markets become more complex, opportunities 
for “gaming” a rules-based regulatory system grow, 
making the overall system more vulnerable. A focus 
on risk management allows greater flexibility and 
should reduce the system’s vulnerability to shocks. 


The regular issuance of government bonds of vary- 
ing maturities. Government benchmarks can help 
to establish a yield curve and a guide for credit 
ratings for privately issued debt. China has tapped 
international bond markets, despite its massive 
foreign reserve holdings, to do exactly this. 


Most academics agree that capital account liberal- 
ization should be among the last steps on the path 
toward a US-style capital market. This change is an 
important part of financial liberalization, but it 
requires a stable macro environment, a strong pruden- 
tial framework in the financial sector, capable risk and 
liquidity management, and strong monitoring. One 
clear lesson of the Asian crisis is that liberalization 
must be accompanied by improvements in banking 
regulation and that the process needs to be undertaken 
very carefully. Restrictions on short-term capital 
inflows may be appropriate while domestic banking 
systems are beefing up their prudential regulations. 

Foreign-exchange regimes must also be consid- 
ered in the context of capital markets development. 
Currency pegs can be especially dangerous after 
capital accounts are liberalized. Countries wishing 
to liberalize their foreign exchange regimes will need 
to strengthen their prudential standards so as to 
provide a strong bulwark against the potential risk 
posed by rapid withdrawals by overseas investors. 

The creation of a derivatives market should also 
be among the later steps — as it has been in the US 
and the UK. While derivatives can help to deepen 
liquidity and manage risk, they require greater mon- 
itoring and are probably only suited to the best- 
developed capital markets. 

Expectations matter throughout the process. A 
government that is truly committed to developing 
its capital markets will need to make its intentions 
clear and be convincing. In most countries this 
means persuading investors and lenders that no 
government bailout will be forthcoming in the case 
of a crisis. Establishing this credibility is not easy, but 


steps may include disavowing implicit guarantees 
and standing back from small-scale solvency crises. 
À capital-markets regulatory framework should 
be viewed as a continuous work in progress. Recent 
steps to improve corporate governance and to crack 
down on trading abuses by mutual funds in the US 
demonstrate that no regulatory regime can remain 
static for long. Ongoing improvements in corporate 
governance, market transparency, banking regulation, 
and convergence of international accounting stan- 


dards will be needed if capital markets are to 
continue to deliver the types of economic benefits 
outlined in this paper. At the international level, 

the World Trade Organization is pursuing global 
liberalization of financial services, which is 
expected to offer new opportunities as well as 

bring new challenges. This important change 

may be a project for the future, however, given 

the current emphasis on negotiations over agriculture 
and tariffs. 
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